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WHEN  Sir  John  Simon,  Chancellor  of  the  Ex¬ 
chequer,  introduced  the  British  budget  for  1939- 
1940  on  April  25,  1939,  he  declared  in  the  House  of 
Commons:  “The  whole  of  our  contemporary  pub¬ 
lic  finance  is  governed  and  conditioned  by  our  De¬ 
fense  expenditure.”^  The  new  budget,  providing 
for  expenditures  totaling  ^1,325,000,000,  contains 
both  the  largest  peace-time  appropriations  and  the 
largest  peace-time  deficit  in  British  history.  The  de¬ 
fense  appropriations  represent  almost  half  of  the 
total;  they  are  estimated  at  jC6^o, 000,000,  of  which 
^^382,500,000  is  to  be  borrowed,  and  are  expected 
to  increase  during  the  year.  This  vast  rearmament 
program,  which  forces  Britain — long  the  sole  great 
power  to  insist  on  balancing  its  budget — ^into  whole¬ 
sale  deficit  financing,  raises  many  important  ques¬ 
tions  regarding  the  ultimate  effect  of  the  defense 
loans  on  the  country’s  economy.  This  new  policy, 
which  increases  the  existing  burden  of  public 
debt — now  over  twice  that  in  the  United  States 
measured  on  a  per  capita  basis^ — and  creates  the 
necessity  of  widespread  compulsion  in  meeting  mil¬ 
itary  needs,  may  transform  the  entire  British  eco¬ 
nomic  system. 

THE  RISING  COST  OF  ARMAMENTS 

British  expenditures  for  national  defense,  aver¬ 
aging  about  1 15,000,000  annually  between  1920 
and  1934,  have  increased  more  than  five-fold  dur¬ 
ing  the  past  five  years:  1935,  jCi^y  million;  1936, 
;^i86  million;  1937,  ^[262  million;  1938,  ;^400  mil¬ 
lion;  1939,  estimate,  j[6yi  million.^  Although  ap¬ 
propriations  rose  considerably  after  1935,  when  the 

1.  Parliamentary  Debates,  House  of  Commons,  April  25,  1939, 
vol.  346,  col.  976. 

2.  The  per  capita  public  debt  of  the  United  States — national, 
state  and  local  governments — is  calculated  at  $433.71  for  1938; 
the  per  capita  national  and  local  debt  of  the  United  Kingdom, 
at  ,^206.44  (or  $1,032  at  $5  to  the  pound).  National  Industrial 
Conference  Board,  “Depression  and  Recovery  in  the  United 
Kingdom  and  the  United  States,”  Conference  Board  Bulletin, 
December  19,  1938,  pp.  125-26. 

3.  For  a  summary  of  British  armament  costs,  cf.  William  T. 
Stone,  “Economic  Consequences  of  Rearmament,”  Foreign  Policy 
Reports,  October  i,  1938,  pp.  166-69. 
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first  of  the  annual  White  Papers  outlining  “rearm¬ 
ament”  was  issued,**  the  major  acceleration  has  oc¬ 
curred  during  the  past  three  years.  The  Govern-  i 
ment  proposed  in  February  1937  an  expenditure  of  ’ 

1,500,000,000  (;^400,ooo,ooo  from  loans)  in  the  \ 
course  of  five  years,^  but  appropriations  for  the  first 
three  years — including  the  1939  estimates — have  al¬ 
ready  totaled  1,296,000,000  of  which  £575,^00,000 
was  derived  from  loans. 

These  rapidly  rising  costs  are  due  to  strategic  and  ■ 
military  requirements.  The  Czech  crisis  of  Septem¬ 
ber  1938  revealed  that  Great  Britain,  to  insure  vic¬ 
tory  in  a  European  war,  would  have  to  perform 
three'  tasks  simultaneously :  maintain  control  of  sea 
communications  and  blockade  both  Germany  and 
Italy;  withstand  the  initial  air  attack  and  launch 
an  effective  counter-attack;  and  mobilize  over¬ 
whelming  land  forces  in  the  west  by  means  of  an 
expeditionary  force  on  the  French  frontier,  with 
the  assistance,  in  the  east,  of  allies  confident  of 
Britain’s  willingness  and  ability  to  intervene.  Such 
a  program  has  called  for  expansion  of  British  naval, 
military  and  air  power,  and  large-scale  preparation  ' 
for  defense  and  evacuation  of  civilians.  In  order  to 
reverse  the  balance  of  power,  Britain  has  granted 
guarantees  to  Poland,  Rumania,  Greece  and  Tur¬ 
key,  and  undertaken  to  negotiate  an  alliance  with 
the  Soviet  Union.^*  Although  the  rearmament  pro¬ 
gram  for  achieving  these  aims  has  been  seriously 
crippled  by  delays  in  production,  inefficient  coor¬ 
dination,  and  lack  of  a  Ministry  of  Supply,  recent 
progress  indicates  that  the  major  problems  of  the 
future  will  be  those  of  economics  and  finance.^ 

The  Navy:  Appropriations  for  the  navy  total 

4.  “Statement  Relating  to  Defense,”  Parliamentary  Papers, 
Cmd.  4827,  1935. 

5.  “Statement  Relating  to  Defense  Expenditure,”  Parliamentary 
Papers,  Cmd.  5374,  1937. 

5a.  For  an  analysis  of  British  guarantees,  cf.  Vera  Micheles 
Dean,  “Europe’s  Diplomatic  Tug  of  War,”  Foreign  Policy 
Reports,  July  15,  1939. 

6.  For  critical  review  of  administrative  problems,  cf.  Winston 
Churchill,  While  England  Slept  (New  'York,  Putnam,  1939); 
and  Sir  Arthur  Salter,  Security:  Can  We  Retrieve  It?  (New 
York,  Reynal  and  Hitchcock,  1939). 
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^149  million  (;^8o  million  from  loans),  an  in¬ 
crease  of  15  per  cent  over  1938,  due  chiefly  to  an 
expanded  program  of  shipbuilding  and  repairs/ 
Although  the  navy  is  ordinarily  the  most  expensive 
of  the  three  services,  it  was  surpassed  this  year  by 
both  the  army  and  air  force,  which  only  recently 
have  acquired  comparable  importance  in  Britain’s 
strategic  plans.  The  Government  added  43  war¬ 
ships  to  the  fleet  during  1938-1939  and  expects  to 
add  another  60  ships,  totaling  120,000  tons,  in  the 
present  fiscal  year.  Approximately  659,500  tons  were 
under  construction  on  March  31,  1939,  including 
7  capital  ships  (2  others  planned),  6  aircraft  car¬ 
riers,  43  cruisers,  43  destroyers  and  19  submarines. 

The  Army:  Although  the  army  estimates  pro¬ 
vide  for  an  expenditure  of  j[i6^  million  (^^82 
million  from  loans)  in  1939,  an  increase  of  26.5  per 
cent  over  1938,  recent  changes  will  require  far 
greater  funds.®  Following  the  German  annexation 
of  Czechoslovakia  on  March  15,  1939,  Prime  Min¬ 
ister  Chamberlain  announced  that  the  Territorial 


Army  would  be  immediately  raised  from  its  peace¬ 
time  establishment  of  130,000  to  a  wartime  footing 
of  170,000,  and  that  the  total  would  soon  be 
doubled,  creating  an  expeditionary  force — includ¬ 
ing  six  divisions  of  the  regular  army — of  32  di¬ 
visions.^  To  equip  this  augmented  force  and  meet 
new  needs,  the  original  defense  estimates  of  ;^58o 
million  were  raised  by  ^^50  million,  of  which  £20 
million  is  to  be  covered  by  revenue  and  ^^30  mil¬ 
lion  by  loans.  Two  days  after  the  Chancellor  of  the 
Exchequer  had  announced  these  increases  in  his 
budget  address,  the  House  of  Commons  approved 
measures  for  compulsory  military  training,  which 
will  require  additional  sums  greatly  in  excess  of 
even  the  present  total  of  £6^0  million.'®  Under  the 
conscription  plan,  requiring  all  men  of  20  not  en¬ 
gaged  in  “reserved”  occupations  to  serve  six  months 
in  military  training,  at  least  215,000  men  will  enter 
the  army  this  year."  The  Government  expects  to 
have  between  800,000  and  900,000  men  under  arms 
during  August  and  September. 


BRITAIN’S  DEFENSE  EXPENDITURES* 


{in  thousands  of  pounds) 

(Figures  in  italics  indicate  portion  covered  by 

current  revenue 

) 

(Estimates) 

1936-37 

1937-3S 

1938-39 

193940 

Navy 

80,976 

101,892 

127.295 

149.399 

77,892 

95’945 

69.399 

Army  and  Ordnance 

55.015 

79,019 

121,361 

165,087 

64,132 

83,661 

83,087 

Air  Force 

49,996 

81,799 

133.800 

208,561 

5s>m 

72,800 

66,361 

A.R.P.  and  Essential 

Commodity  Reserves 

681 

3.459 

17.783 

57.191 

3459 

nn^3 

8,691 

Margin  for  Supplementary 

Votes 

20,000 

Total  Defense  Votes 

186,668 

201,302 

272,189 

247.738 

Added  from  Loans 

64,867 

128,050 

382,500! 

TOTAL 

186,668 

266,169 

400,239 

630,238 

•“Financial  Statement  (1939-40),”  House  of  Commons,  No.  104,  1938-1939;  and  Navy,  Army,  Air 
Estimates  cited  in  text. 

tThis  sum  includes  the  /  30,000,000  additional  borrowing  which  the  budget  provided,  to  cover  the 
enlarged  Territorial  Army  and  other  requirements,  but  not  specifically  allocated  to  the  four  categories 
listed  above. 


The  Air  Force:  Improvement  in  airplane  pro¬ 
duction,  which  was  widely  criticized  as  inadequate 
during  1938,  is  reflected  in  the  air  force  appropria¬ 
tions  of  208,56 1, 000  (;^  142,000,000  from  loans), 
which  is  more  than  the  entire  defense  expenditure 

7.  “Navy  Estimates,  1939,”  House  of  Commons,  No.  6o, 

1938-1939- 

8.  “Army  Estimates,  1939,”  House  of  Commons,  No.  59, 
1938-1939. 

9-  Parliamentary  Debates,  House  of  Commons,  March  29, 
•939,  vol.  345,  cols.  2054-2058. 


in  1936.'^  According  to  the  Minister  for  Air,  Great 
Britain  would  possess  a  home  force  of  at  least 

10.  Parliamentary  Debates,  House  of  Commons,  April  27,  1939, 
vol.  346,  cols.  1343-1463. 

11.  'New  York_  Times,  June  5,  1939.  The  remaining  100,000 
men  in  the  1919  class  were  left  in  vital  industries,  disqualified 
because  of  physical  defects,  or  placed — as  conscientious  ob¬ 
jectors — in  non-combatant  services.  Groups  of  approximately 
200,000  are  expected  to  be  called  up  from  the  1917  and  1918 
classes  as  soon  as  instruction  and  equipment  are  available. 

12.  “Air  Estimates,  1939,”  House  of  Commons,  No.  61,  1938- 

1939. 
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1,750  first-line  planes  and  an  overseas  force  of  500 
by  April  i,  1939,  and  a  home  force  of  2,370  first- 
line  machines  by  April  1940.*^  The  number  of  effec¬ 
tives  will  rise  from  102,000  in  1939  to  118,000  in 
1940. 

Civil  Defense:  To  remedy  the  deficiencies  re¬ 
vealed  by  the  crisis  of  September  1938,  the  Govern¬ 
ment  has  established  a  Ministry  of  Civil  Defense — 
under  Sir  John  Anderson,  Lord  Privy  Seal — and 
coordinated  more  successfully  the  many  separate 
agencies  involved  in  anti-aircraft  work.^'*  The 
major  portion  of  the  total  civil  defense  expenditure 
— ;C  17,783,000  in  1938  and  ^^57,191,000  48,500,000 

from  loans)  in  1939 — is  provided  for  Air  Raid  Pre¬ 
cautions  activity,  although  over  13,000,000  has  been 
authorized  during  recent  years  for  storage  of  food 
and  raw  materials,  and  approximately  8,000,000 
will  be  spent  this  year  in  safeguarding  public  util¬ 
ities  and  other  essential  services.  Over  40,000,000 
gas  masks  have  been  distributed;  small  steel  shel¬ 
ters,  for  which  /^20  million  was  appropriated,  were 
being  produced  in  April  at  the  rate  of  80,000  per 
week;  and  plans  have  been  made  for  evacuation 
of  London  and  regional  direction  of  defense  dur¬ 
ing  an  emergency.*^ 

FINANCING  THE  PROGRAM 

The  original  five-year  rearmament  program*^ — 
to  cost  1,500,000,000,  of  which  400,000,000  might 
be  raised  by  loans  to  cover  capital  or  non-recurrent 
expenditures  —  has  already  reached,  if  the  1939 
estimates  are  included,  a  total  of  1,296,000,000 
(X575>400,ooo  from  loans).  The  borrowing  limit, 
which  was  raised  in  February  1939  to  /8oo,ooo,ooo, 
will  have  to  be  expanded  even  further  if  the  present 
rate  of  expenditure  continues.*^  The  differentiation 
between  capital  and  ordinary  expenditures  has  vir- 

13.  Parliamentary  Debates,  House  of  Commons,  March  9, 
1939,  vol.  346,  col.  2387.  Although  no  official  information  is 
available  regarding  either  the  present  size  of  the  Royal  Air 
Force  or  the  rate  of  airplane  production,  it  is  generally  believed 
that  these  figures  are  extremely  conservative.  The  Defense 
White  Paper  of  February  1939  declared  that  the  monthly  rate 
of  production  had  more  than  doubled  during  1938-1939,  and 
that  further  acceleration  was  expected.  “Statement  Relating  to 
Defense,”  Parliamentary  Papers,  Cmd.  5944,  1939.  As  unofficial 
estimates  range  from  400  airplanes  per  month  in  January 
{The  Economist,  April  15,  1939)  to  1,000  per  month  in  May 
(New  Yor/t  Times,  May  28,  1939),  it  is  possible  that  present 
production  is  approaching  750  per  month. 

14.  “Civil  Defense  Bill,”  House  of  Commons,  Bill  97,  1938- 
>939*  “Statement  Relating  to  Defense,”  Parliamentary  Papers, 
Cmd.  5944,  1939. 

15.  The  Times,  April  19  and  21,  1939.  Over  571,000  steel 
shelters  had  been  produced  by  the  end  of  May.  Ibid.,  June  6, 
J939- 

16.  Cf.  “Statement  Relating  to  Defense,”  Parliamentary  Papers, 
Cmd.  5374,  1937.  For  a  detailed  study  of  British  public  finance, 
cf.  Ursula  K.  Hicks,  The  Finance  of  British  Government,  1^20- 
/9j6  (New  York,  Oxford,  1938). 


tually  disappeared,  the  ratio  of  borrowed  funds  to 
total  defense  expenditure  having  risen  from  32  per 
cent  in  1938  to  ^  per  cent  in  1939. 

Although  the  annual  revenue  raised  by  the  Brit¬ 
ish  Government  since  1936  has  been  higher  than 
at  any  time  since  1923,  it  has  proved  inadequate  for 
the  rearmament  program.*®  Revenue  for  1938-1939, 
estimated  at  944.7  million,  amounted  to  only 

927.3,  even  with  an  increase  in  the  basic  income 
tax  rate  from  5s.  in  the  pound  (25  per  cent)  to 
5s.  6d.  (27V2  per  cent) ;  higher  taxes  on  tea,  gasoline 
and  oil,  and  power  alcohol;  and  the  National  De¬ 
fense  (Dontribution,  levying  a  tax  of  5  per  cent  on 
profits  of  companies  and  4  per  cent  on  individual 
businesses.  The  shortage  of  ;^i7.4  million  resulted 
primarily  from  reduced  returns  in  income  taxes 
and  other  internal  revenue  items,  because  of  the 
widespread  recession  in  1938.  Ordinary  expenditure 
for  the  supply  services  ran  slightly  under  the  esti¬ 
mates  of  X702.3,  although  defense  requirements 
raised  the  amount  borrowed  from  £go  million  to 
£  128  million.  Since  the  Chancellor  anticipated  that 
revenue  from  taxes  would  leave  a  deficit  of  about 
£^  million  in  1939-1940,  and  desired  to  cover  £20 
million  of  the  £^o  million  expansion  in  defense 
expenditure,  he  announced  new  taxes — including 
an  increase  in  motor  vehicle  duties,  from  15s.  to 
25s.  per  horsepower,  further  10  per  cent  increases 
in  surtax  and  estate  duties,  and  higher  rates  on  to¬ 
bacco  and  sugar — providing  ^24  million  additional 
revenue.  Revenue  for  the  present  fiscal  year  is  thus 
calculated  to  yield  £<)^.6  million,  or  only  71  per 
cent  of  the  estimated  expenditure  of  1,324.9 
million. 

Resort  to  large-scale  borrowing  creates  many 
new  financial  problems  for  the  Government,  since 
its  net  dead-weight  debt,  which  stood  at  £t,’]^ 
million  on  March  31,  1937,  has  already  increased  to 
^8,163  million.*^  The  interest  and  management 
charge  on  the  national  debt  amounted  in  1938-1939 
to  £216  million,  equivalent  to  2.65  per  cent  of  the 
total  dead-weight  debt.^°  The  rearmament  deficits 
have  thus  far  been  covered  by  two  issues  under  the 

17.  Parliamentary  Debates,  House  of  Cominons,  February  20 
and  22,  1939,  vol.  344,  cols.  47-168,  227-347. 

18.  “Financial  Statement  (1939-40),”  House  of  Commons, 
No.  104,  1938-1939;  address  of  the  Chancellor  of  the  Ex¬ 
chequer,  Parliamentary  Papers,  House  of  Commons,  April  25, 
1939,  vol.  346,  cols.  975-996. 

19.  “Financial  Statement  (1939-40),”  House  of  Commons, 
No.  104,  1938-1939.  This  increase  in  the  debt  included  £200,’ 
000,000  of  Treasury  Bills  issued  to  the  Exchange  Equalization 
Account.  Most  of  them  are  still  held  by  the  Account  or  the 
Bank  of  England  and  therefore  do  not  represent  an  obligation 
to  the  public. 

20.  National  Industrial  Conference  Board,  “National  Finances 
of  the  United  Kingdom,”  by  Lewis  H.  Kimmel,  Conference 
Board  Bulletin,  December  19,  1938. 


THE  BRITISH  BUDGET* 

{in  thousands  of  pounds) 


REVENUE 


Inland  Revenue 

Income  Tax 

Surtax 

Estate  Duties 

Stamps 

National  Defense  Contribution 
Other 

1939-40 

Budget 

estimate 

327,000 

70,000 

80,000 

21,000 

25,000 

1,250 

1938-39 

Actual 

335.901 

62,530 

77.430 

20,980 

21,890 

1.550 

1938-39 

Budget 

estimate 

341.250 

62,000 

88,000 

24,000 

20,000 

1,250 

TOTAL 

524,250 

520,281 

536.500 

Customs  and  Excise 

Customs 

232,560 

226,326 

227.950 

Excise 

116,460 

114,200 

116,150 

TOTAL 

349,020 

340,526 

344.100 

Motor  Vehicle  Duties 

43.450 

35,608 

36,000 

TOTAL  RECEIPT  FROM  TAXES 

916,720 

896,415 

916,600 

Miscellaneous 

25,880 

30,870 

28,150 

TOTAL  RECEIPTS 

942,600 

927.285 

944.750 

EXPENDITURE 

Consolidated  Fund 

National  Debt 

230,000 

216,781 

230,000 

Northern  Ireland 

10,000 

9.459 

8,900 

Miscellaneous 

7,200 

4.825 

3.200 

TOTAL 

247,200 

231,065 

242,100 

Supply  Services 

Defense  (ordinary) 

247.738 

272,189 

261,741 

Civil  and  Revenue 

447.506 

423,526 

440,557 

TOTAL 

695.244 

695.715 

702,298 

TOTAL  ORDINARY  EXPENDITURE 

942,444 

926,780 

944,398 

To  Sinking  Fund  from  Revenue 

13,219 

GRAND  TOTAL 

942444 

939.999 

944.398 

Nominal  Surplus  or  Deficit 

+  156 

—  12,714 

+  352 

Issues  Under  Defense  Loans  Act 

382,500 

128,050 

90,000 

TOTAL  EXPENDITURE 

1.324.944 

1,054,830 

1.034,398 

Actual  Deficit 

—382,344 

—140,764 

—  89,648 

•“Financial  Statement  (1939-40),"  House  of  Commons,  No.  104, 

1938-1939.  The  self-balancing  items — 

Post  Office  and  Broadcasting — are  excluded. 


Defense  Loans  Acts:  1938,  2/4%  National  De-  of  £(^10  million  are  exceeded  and  if  defense  ex- 
fcnse  Bonds,  ;([ioo  million;  and  1939,  3%  Na-  penditures  in  1940  are  further  increased.  New  cap- 
tional  Defense  Loan,  ;(^8i  million.  Interest  on  these  ital  issues  for  the  United  Kingdom  reached  a  fairly 
loans,  estimated  at  ^^5,888,000  for  1939-1940,  is  pro-  high  level  in  1936  but  declined  in  subsequent  years, 
vided  for  in  the  ordinary  expenditures  of  the  de-  while  British  investment  overseas  remained  neg- 
fcnse  services.  ligible.^*  As  new  flotations  are  still  well  under  the 

It  is  probable  that  the  new  demands  of  the  Gov-  high  level  of  1929  and  1930,  a  wide  margin  remains 
ernment  can  be  satisfactorily  met  in  the  British  before  combined  private  and  public  borrowing  ex- 
capital  market,  although  considerable  strain  may  hausts  the  present  supply  of  capital.  Numerous 
eventually  appear,  especially  if  the  present  esdmates  21.  Cf.  The  Economist,  December  31,  1938,  p.  718. 
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banking  authorities  advocate  short-term  borrow¬ 
ing — ^by  means  of  Treasury  Bills — during  most  of 
1939,  in  order  that  interest  rates  in  the  gilt-edged 
market  will  remain  low.^^  Some  economists  think 
it  is  essential  that  the  Government  should  keep  the 
discount  rate  at  2 14  per  cent  or  lower  until  signs 
of  full  employment  appear,  when  it  should  intro¬ 
duce  such  checks  as  increased  taxation  and  long¬ 
term  borrowing.^^ 

Even  more  important  long-term  considerations 
are  involved  in  Great  Britain’s  expanding  arma¬ 
ment  program.  With  the  adoption  of  its  present 
budget,  Britain  shares  much  more  notably  in  the 
general  post-war  trend  toward  increasing  state  ex¬ 
penditures.  The  appropriations  of  1,324.9  million 
for  1939-1940  represent  about  26.5  per  cent  of  the 
national  income,  estimated  at  its  present  level  of 
about  £’^,000  million.^'*  Armament  and  civil  defense 
expenditure  will  take  12.5  per  cent  of  the  national 
income,  and  will  probably  continue  during  the 
next  two  years  of  the  rearmament  program — even 
if  the  present  rate  of  acceleration  decreases — to  ab¬ 
sorb  over  10  per  cent.  This  combination  of  burdens 
— enlargement  of  the  public  debt  and  consequent  in¬ 
terest  charges,  diversion  of  over  a  quarter  of  the  na¬ 
tional  income  to  the  state,  and  expenditure  of  over 
one-tenth  of  that  income  for  non-productive  pur¬ 
poses — must  seriously  affect  the  national  economy. 

Equally  significant  is  the  ultimate  effect  of  public 
works  financed  by  government  credits.  Whether 
government  credit  will  tend  to  replace  private 
capital,  and  repeated  deficits  will  weaken  business 
confidence,  remains  uncertain,  although  the  present 
recovery — resulting  from  the  combination  of  im¬ 
proved  business  activity  and  armament  orders — is 

22.  Barclays  Bank,  ‘Defense  Expenditure,”  Monthly  Bulletin, 
March  1939,  pp.  4-6;  R.  W.  B.  Clarke,  ‘‘Can  We  Avoid  Infla- 
lionr"  The  Bank^er,  April  15,  1939,  pp.  8-14. 

23.  'Fhis  opinion,  however,  is  not  unanimously  held  in  the 
United  Kingdom.  Its  proponents,  notably  Mr.  Keynes,  believe 
that  the  rate  should  be  kept  at  2/4  per  cent  even  after  full 
employment  is  reached.  Mr.  Keynes,  in  fact,  agrees  that  a  2 14 
per  cent  rate  could  not  be  achieved  unless  investors  were  con¬ 
fident  that  it  would  be  maintained;  otherwise  they  would  be 
risking  a  capital  loss  on  their  holdings  if  yields  should  rise. 

24.  THE  RISING  COST  OF  GOVERNMENT* 

{in  milliont  of  pounds) 


Period 

National 

Income 

Total  Gov’t 
Expenditure 

Defense 

1911-13 

l2,2At 

7-4% 

£73 

3-3% 

average 

1929 

4.384 

771 

17.6 

”3 

2.6 

1932 

3.844 

800 

20.8 

103 

2.7 

1938 

5,000 

1,068 

21.4 

400 

8.0 

>939 

5,000 

1.325 

26.5 

630 

12.5 

*The  Economist,  April  15,  1939.  Calculations  of  national  income 
for  the  first  three  lines  taken  from  Colin  Clark,  National  Income 
and  Outlay  (New  York,  Macmillan,  1937);  for  1938  and  1939, 
merely  rough  estimates  by  The  Economist.  The  Economist’s 
figures  for  1939  have  been  adjusted  for  the  increase  of  defense 
expenditure  in  the  budget  over  the  earlier  estimates. 


generally  expected  to  continue  through  1939.  The 
experience  of  the  United  States  and  other  countries 
suggests  that  a  return  to  balanced  budgets  becomes 
both  economically  and  politically  difficult  once  the 
government  resorts  to  large  borrowings. 

POSSIBILITY  OF  INFLATION 
The  decision  of  the  British  Government  to  under¬ 
take  large-scale  borrowing — the  actual  ratio  of  bor¬ 
rowed  funds  to  total  expenditure  is  29  per  cent, 
smaller  than  any  of  the  recent  American  deficits 
except  that  of  1938  (17  per  cent) — creates  an  ulti¬ 
mate  danger  of  inflation,  because  of  the  already 
high  level  of  business  activity.^’  Although  British 
industrial  production  has  not  yet  fully  recovered 
from  the  setback  of  early  1938,  the  rapid  improve¬ 
ment  of  recent  months  indicates  that  the  peak  of 
1937,  when  shortages  of  both  labor  and  material 
appeared  in  several  trades,  may  be  reached  again 
or  even  passed  during  1939.^*’ 

The  danger  of  inflation  lies  partly  in  the  possibil¬ 
ity  that  the  productive  capacity  of  the  nation  is  not 
great  enough  to  insure  the  fulfillment  of  armament 
requirements  and  at  the  same  time  meet  normal  dc- 
mands.^^  Consequently,  competition  for  raw  ma¬ 
terials,  labor,  and  even  capital  may  force  a  rising 
spiral  of  costs  and  prices.  Other  danger  signals  may 
be  found  meanwhile  in  the  balance  of  payments, 
which  indicates  that  Great  Britain  is  in  an  interna¬ 
tional  sense  “living  beyond  her  means,”  since  the 
demand  for  industrial  raw  materials  and  foodstuffs 
has  been  maintained  at  a  high  level  during  a  period 
when  the  country  is  encountering  increased  diffi¬ 
culties  in  export  markets,  and  when  its  returns  on 
foreign  investments  have  been  limited.  To  prevent 
these  dangers,  the  Government  may  be  compelled 

25.  Unlike  the  American  public  works  program  and  expansion 
of  government  credits,  which  were  introduced  at  the  bottom 
of  the  depression,  the  British  deficit  spending  occurs  at  a  fairly 
high  point  in  domestic  activity.  Since  Britain  suffered  less  se¬ 
verely  than  the  United  States  from  the  1929-1932  depression 
and  has  recovered  to  at  least  an  equal  degree,  its  present  level 
of  production  is  considerably  higher.  For  comparisons,  cf. 
National  Industrial  Conference  Board,  “Depression  and  Recov¬ 
ery  in  the  United  Kingdom  and  the  United  States,”  Conference 
Board  Bulletin,  December  19,  1938,  pp.  113-26.  This  article, 
however,  fails  to  indicate  the  relative  degree  of  recovery  in  the 
United  States  and  the  peculiar  factors  hampering  American  im¬ 
provement. 

26.  According  to  The  Economist  index,  British  business  activity 
is  only  slightly  under  the  1937  peak  (1935=100):  1929, 
98.5;  1936,  106;  1937,  112;  July  1938,  102;  March  1939,  106; 
April  1939,  109.  The  Economist,  Trade  Supplement,  May  27, 
>939-  'fhis  calculation  of  normal  business  activity  docs  not 
wholly  reflect  the  influence  of  defense  expenditures,  as  a  special 
index — based  on  employment  in  mining  and  manufacturing 
industries  in  order  to  include  armament  as  well  as  commercial 
activity — indicates  that  production  is  virtually  as  high  as  m 
1937.  The  Economist,  May  6,  1939,  pp.  295-97. 

27.  Cf.  J.  M.  Keynes,  “Crisis  Finance,”  The  Timet,  April  17- 
18,  1939;  Clarke,  “Can  We  Avoid  Inflation?”  cited;  and  “Con¬ 
scription  of  Wealth,”  The  Economist,  May  13,  1939,  pp.  359-61. 


FOREIGN  POLICY  REPORTS  •  JULY  I,  1939 


95 


t  to  secure  priority  for  armament  orders,  discourage 

i  consumption  of  luxury  goods,  curtail  expansion  of 
capital  plant,  and  impose  even  heavier  taxation  as 
the  enlarged  purchasing  power  becomes  effective. 
\  Should  transfer  difficulties  appear,  it  will  have  to 
:  protect  its  gold  reserves,  restrict  capital  investments 

[abroad,  and  exercise  strict  control  over  imports. 

EFFECT  ON  INDUSTRY 

The  full  effect  of  the  defense  orders  will  not  ap¬ 
pear  until  late  in  1939,  when  the  armament  pro¬ 
gram  will  reach  a  maximum  in  both  size  and  speed 
of  production,  but  many  direct  and  indirect  reper- 
i  cussions  are  already  visible.^®  Following  the  world¬ 
wide  depression  of  1930-1933,  British  industry  re¬ 
covered  rapidly  until  1937,  when  even  the  1929 
peak  was  far  surpassed  in  many  categories.  As  ob¬ 
stacles  to  international  trade  continued  to  restrict 
the  export  industries,  new  incentive  was  given  to 
production  for  domestic  consumption.  Remarkable 
progress  was  shown  in  domestic  housing,  where 
output  increased  steadily  from  1930  through  the  de¬ 
pression  period.^^  Similar  improvement  was  shown 
in  production  of  electricity  and  in  many  articles 
produced  for  both  export  and  domestic  consump¬ 
tion — such  as  automobiles,  rayon,  and  cotton  and 
wool  textiles. 

The  heavy  industries,  retarded  during  1938  by  a 
world-wide  recession,  have  only  recently  shown  the 
effect  of  armament  production.  Steel  production 
approaches  capacity,  as  output  in  both  March  and 
April  1939  reached  the  high  level  of  1937.^°  Pig 
iron  production  advances  rapidly,  although  still 
well  below  the  1937  peak.^^  The  coal  mining  in¬ 
dustry  shows  unusual  improvement,  despite  the 
gradual  decline  in  exports.^^  The  engineering  in¬ 
dustry  approaches  capacity  in  many  categories, 

28.  For  a  comprehensive,  although  somewhat  uneven,  survey 
of  recent  developments  in  all  phases  of  British  economic  life, 
cf.  Britain  in  Recovery,  prepared  by  a  Research  Committee  of 
the  Economic  Science  and  Statistics  Section  of  the  British  Asso¬ 
ciation  (London,  Ditman,  1938).  For  present  tendencies,  cf. 
Standard  Statistics  Company,  Standard  Trade  and  Securities, 
March  24,  1939;  and  The  Economist,  Trade  Supplement,  May 
J7,  1939- 

29.  Housing  Output  (England  and  Wales):  1931,  183,807; 
1932,  200,812;  1937,  346,047;  1938,  337,616;  Ministry  of 
Health,  Annual  Report,  1937-1938,  p,  103.  Cf.  Sir  Harold  Bell¬ 
man,  “The  Building  Trades,”  Britain  in  Recovery,  cited,  pp. 
397-437.  While  a  large  majority  of  these  dwellings  were  built 
by  private  enterprise,  a  considerable  quantity  were  provided 
with  state  assistance. 

30.  Monthly  Crude  Steel  Output  (thousands  of  tons):  Av. 
1930,  610;  t937,  1,082;  1938,  866;  March  1939,  1,171;  April, 
1,058.  Board  of  Trade  Journal,  May  25,  1939. 

31.  Monthly  Pig  Iron  Output  (thousands  of  tons):  Av.  1930, 
516;  1937,  708;  1938,  564;  March  1939,  604;  April,  609.  Ibid. 

32.  Monthly  Quantity  of  Saleable  Coal  Raised  (Millions  of 
tons):  Av.  1930,  20.3;  1937,  20.1;  March  1939,  21.8;  April, 
17-7.  Ibid. 


especially  in  electrical  engineering,  where  unem¬ 
ployment  is  reduced  to  only  4.7  per  cent  of  insured 
workers.^^  The  indirect  benefits  of  augmented  pur¬ 
chasing  power  are  already  visible  in  the  consump¬ 
tion  goods  trades,  particularly  textiles  and  auto¬ 
mobiles,  which  showed  an  unusual  rise  in  the  spring 
of  1939.  Although  considerable  slack  remains  in  al¬ 
most  every  sphere  of  both  capital  goods  and  con¬ 
sumption  industries,  continuation  of  the  present 
improvement — even  with  the  seasonal  decline  dur¬ 
ing  the  summer — will  probably  lead  to  capacity 
output  in  many  different  trades. 

Since  prices  have  not  yet  recovered  to  their  1937 
peak,  little  immediate  danger  of  inflation  is  antici- 
pated.^"*  Commodity  prices — particularly  for  jute,  tin 
and  sugar — rose  gradually  in  the  spring  of  1939.^’ 
Government  orders  tended  to  keep  up  the  demand 
for  raw  materials,  even  though  political  uncer¬ 
tainty  and  the  recession  in  civil  industrial  activity 
during  1938  retarded  normal  purchases.  Cost  of 
living  indices  remained  somewhat  under  the  peak 
reached  in  1937,  but  may  rise  later  in  1939.^*^  Wages 
rose  more  noticeably  during  1938  and  the  first 
quarter  of  1939,  having  surpassed  the  1930  level.^^ 

Even  more  important  are  the  possible  conse¬ 
quences  of  rearmament  with  regard  to  industrial  reg¬ 
imentation.  To  a  far  greater  extent  than  is  gener¬ 
ally  recognized  in  the  United  States,  Britain  com¬ 
bines  widespread  cartelization  within  industry  and 
considerable  governmental  regulation  or  control  of 
economic  life.^®  Although  this  trend  toward  central¬ 
ized  control  is  in  no  wise  “totalitarian”  in  character, 
it  will  necessarily  be  strengthened  by  military 
requirements.  Many  of  Britain’s  industries — coal, 
iron  and  steel,  textiles,  shipbuilding,  and  railways — 
have  been  reorganized  and  modernized  since  the 
war,  often  with  governmental  direction  and  finan¬ 
cial  assistance.  All  means  of  communication — mail, 
telephone,  telegraph,  and  radio — are  under  the  au- 

33.  Ibid.;  The  Economist,  Trade  Supplement,  May  27,  1939. 

34.  Wholesale  indices,  1929=100.  Total:  1932,  67.8;  1937, 
89-3;  1938>  77*8;  January  1939,  74.9;  February,  74.6;  March, 
75.1;  April,  76.0.  Minerals:  1932,  76.3;  1937,  108.4;  *938, 
97.4;  January  1939,  95.3;  February,  94.8;  March,  95.2;  April, 
94.6.  The  Economist,  Trade  Supplement,  May  27,  1939. 

35.  New  York^  Times,  June  4,  1939. 

36.  Cost  of  LivinR  (Percentage  increase  over  July  1914):  De¬ 
cember  1929,  67;  June  1933,  36;  November  1937,  60;  March, 
April,  May  1939,  53.  Ministry  of  Labour  Gazette,  May  1939, 
p.  186. 

37.  Index  Number  of  Rates  of  Wages  (1924=100).  1st  Quarter 
1930,  9854;  1933,  94;  1937,  too;  1938,  10554 ;  1939,  106. 
Ministry  of  Labour  Gazette,  May  1939,  Supplement. 

38.  Cf.  Hicks,  The  Finance  of  British  Government,  1920-1936, 
cited,  pp.  61-103;  Lincoln  Grant,  The  Public  Corporation  (New 
York,  Oxford,  1938);  Terence  O’Brien,  British  Experiments  in 
Public  Ownership  and  Control  (New  York,  Norton,  1938); 
Raymond  Gram  Swing,  “British  Experiments  in  State  Interven¬ 
tion,”  Foreign  Affairs,  January  1937,  pp.  290-302. 
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thority  of  the  Post  Office,  while  the  Central  Elec¬ 
tricity  Board  controls  a  large  portion  of  electrical 
power.  The  Government  recently  introduced  plans 
for  purchasing  Imperial  Airways  and  British  Air¬ 
ways,  which  will  be  transformed  into  a  public  com¬ 
pany  like  the  British  Broadcasting  Corporation.^^ 

After  avoiding  the  introduction  of  political  con¬ 
trol  and  coercion  for  several  years,  in  order  not  to 
interfere  with  the  normal  processes  of  business,  the 
Government  in  recent  months  has  been  compelled 
to  hasten  a  virtual  economic  mobilization.  This 
control  is  now  being  extended — to  undefined  limits 
— with  the  establishment  of  a  Ministry  of  Supply, 
designed  in  the  first  place  to  assist  the  army  in 
equipping  the  new  Territorial  divisions  and  con¬ 
scription  troops.'*®  The  Ministry  is  not  specifically 
limited  to  army  materiel,  however,  for  it  is  author¬ 
ized  to  manufacture  or  secure  not  only  supplies  of 
any  articles  required  for  “public  service,”  but  also 
normal  supplies  and  materials  needed  for  mainte¬ 
nance  of  essential  civil  industries,  such  as  reserve 
stocks,  machines  and  tools.  The  Ministry  is  em¬ 
powered  to  (i)  secure  priority  for  orders  necessary 
for  “public  service”;  (2)  requisition  output  of 
specific  industries  whenever  necessary;  (3)  require 
that  available  storage  facilities  be  placed  at  its  dis¬ 
posal;  (4)  examine  records  and  fix  prices  in  case 
of  dispute  between  the  Government  and  an  indus¬ 
try;  and  (5)  require  anti-aircraft  protection  for  es¬ 
sential  plants.  In  order  to  check  profiteering,  the 
Government  announced  on  June  20  a  proposal  for 
imposing  a  60  per  cent  tax  on  the  excess  profits  of 
companies  receiving  more  than  200,000  worth  of 
armament  orders  in  any  year.”**  This  new  tax,  cov¬ 
ering  equipment  for  civil  defense  as  well  as  actual 
armaments,  will  be  limited  to  profits  in  excess  of 
normal  returns  since  1935.  If  the  present  emergency 
continues,  these  measures — representing  only  the 
first  step  toward  the  inevitable  regimentation  de¬ 
manded  by  a  quasi-war  economy — will  have  to  be 
followed  by  even  stricter  control  of  industrial  pro¬ 
duction,  investment,  and  foreign  trade  in  order  that 
the  government  may  protect  the  balance  of  pay¬ 
ments  and  prevent  an  inflation  of  prices  and  costs. 

ELIMINATION  OF  UNEMPLOYMENT.? 

The  most  immediate  effect  of  the  new  defense 
program  is  expected  to  be  felt  with  respect  to 
labor,  which  will  be  simultaneously  absorbed  into 

39.  The  Times,  May  13,  1939;  Ernest  Davies,  “Public  Owner¬ 
ship  for  Civil  Aviation,”  Political  Quarterly,  March  1939,  pp. 
100-13. 

40.  “Ministry  of  Supply  Bill,”  House  of  Commons,  Bill  151, 
1938-1939. 

41.  New  York^  Times,  June  21,  1939. 


armament  factories  and  the  military  forces.  British  ! 
unemployment,  which  has  generally  averaged  over  ) 
1,000,000  during  the  post-war  years,  declined  from  |: 
the  record  high  of  2,843,000,  or  22.8  per  cent,  in  the  [ 
third  quarter  of  1932,  to  1,376,000,  or  9.9  per  cent,  in 
the  third  quarter  of  1937.'*^  Since  the  peak  of  1937— 
when  unemployment  was  reduced  to  a  virtual  I 
minimum  of  5  to  6  per  cent  in  the  southern  in-  I 
dustrial  areas  although  remaining  high  in  the  ex¬ 
port  trades  in  the  north  and  west — a  gradual  in¬ 
crease  took  place,  reaching  a  new  high  of  2,039,000, 
or  14.3  per  cent,  in  January  1939.  As  a  result  of 
improvement  in  business  conditions  and  continual 
expansion  of  the  armament  program,  unemploy¬ 
ment  declined  to  1,987,000  in  February,  1,727,000  in 
March,  1,644,000  in  April,  and  1,492,000  in  May.^’ 

The  borrowing  of  over  ;^38o,ooo,ooo — a  deficit  ; 
“public  works”  program  equivalent,  on  a  per  capita  * 
basis,  to  an  expenditure  of  $5,353,000,000  in  the 
United  States — for  armaments  during  the  present  fis¬ 
cal  year  is  expected  to  provide  work  for  a  large  pro¬ 
portion  of  the  unemployed.  At  the  most  optimistic 
estimate,  this  increased  expenditure — approximately 
£^<^0  million  more  than  last  year,  when  ;^i28  mil¬ 
lion  was  borrowed — will  increase  the  total  demand  [ 
for  goods  by  ;^450  million,  or  almost  twice  the  I 
original  amount  spent.^'*  At  an  average  expendi¬ 
ture  of  ;^25o  per  person,  this  ;^450  million  addi¬ 
tional  purchasing  power  would  remove  about 
1,800,000  from  the  unemployed  rolls.  Although  in¬ 
tensification  of  work,  overtime  and  other  deduc¬ 
tions  will  reduce  this  total  considerably,  the  rearm¬ 
ament  program  will  probably  re-employ  well  over 
1,000,000.  Even  if  the  present  unemployment  total 
of  1,492,000  has  a  certain  irreducible  minimum  of 
500,000  to  750,000,“*^  it  is  apparent  that  the  post-war 
trend  is  being  reversed  and  that  serious  labor  short¬ 
ages  will  occur  in  the  next  few  years. 

The  problem  of  “full  employment”  arises  with 
regard  to  specific  trades  requiring  skilled  labor. 

42.  Ministry  of  Labour  Gazette,  Supplement,  May  1939. 

43.  Ministry  of  Labour  Gazette,  May  1939,  pp.  165-66;  Tht 
Times,  June  6,  1939. 

44.  For  authoritative  predictions  that  at  least  1,000,000  will 
be  rc-employed  by  the  deficit  financing,  cf.  Keynes,  “Crisis 
Finance,"  cited;  and  Clarke,  “Can  We  Avoid  Inflation?”  cited. 
Since  the  appearance  of  these  articles,  the  total  sum  to  be  raised 
by  borrowing  was  increased  from  the  February  estimates  of 
£,  350  million  to  the  budget  estimates  of  £  380  million,  and 
conscription  was  introduced,  removing  about  200,000  men 
from  the  labor  supply  each  year.  Mr.  Keynes’  original  calcula¬ 
tion  of  a  resulting  increase  in  total  demand  of  400  million  is 
thus  increased  to  about  jC450  million. 

45.  This  irreducible  minimum  is  estimated  to  include  500,000 
men  and  women  on  the  register  because  of  “normal  and  brief 
interruptions  in  their  jobs”;  50,000  or  60,000  retired  worker* 
who  sign  the  register  to  preserve  their  health  or  pension  rights; 
200,000  elderly  or  infirm  unemployables;  and  100,000  young 
men  who  prefer  the  dole  to  employment.  Sir  Ronald  Davison, 
letter  to  The  Timet,  April  28,  1939. 
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The  Government  plans  to  increase  purchases  of  air¬ 
craft  by  about  ;^45  million  during  the  year;  the  po¬ 
tential  output  of  the  16,500  unemployed  in  related 
industries,  however — calculated  at  j[,yoo  per  per¬ 
son — is  only  million.'*^  Since  most  of  the 

industries  directly  affected  by  the  armament  pro¬ 
gram  will  encounter  serious  shortages  of  skilled 
labor,  while  other  industries  indirectly  affected  will 
approach  capacity  employment,  expansion  of  the 
present  Ministry  of  Supply  to  wartime  authority,  in¬ 
volving  effective  measures  for  insuring  priority  of 
defense  orders,  will  become  increasingly  necessary 
in  future  months.'*^ 

The  possibility  that  unemployment  will  be  re¬ 
duced  in  1939  to  a  minimum  of  500,000 — through 
the  combination  of  greatly  increased  purchasing 
power  and  conscription — emphasizes  the  similarity 
between  the  rearmament  economies  of  Britain  and 
Germany,  even  in  the  absence  of  National  Socialist 
political  controls.  As  the  employment  of  both  cap¬ 
ital  and  labor  approaches  capacity,  the  government 
will  be  compelled  to  intervene  by  increased  taxation 
and  other  deterrents  in  order  to  check  expansion 
and  inflation.  If  the  rearmament  program  should 
continue  over  a  period  of  years  at  its  present  pace, 
it  is  probable  that  many  of  the  phenomena  of  con¬ 
temporary  Germany  —  government  predominance 
in  investment,  labor  shortages  because  of  dual  de¬ 
mand  of  military  forces  and  public  works,  exhaus¬ 
tion  of  raw  material  reserves  and  consequent  heavy 
import  surpluses,  and  bureaucratic  control  of  busi¬ 
ness  life — will  become  increasingly  evident.  Avoid¬ 
ance  of  these  contingencies  depends  largely  on  the 
Government’s  ability  to  achieve  Anglo-French  su¬ 
premacy  on  land,  sea  and  in  the  air  in  the  imme¬ 
diate  future,  and  then  reverse  the  present  trend 
throughout  Europe  toward  a  wartime  economy. 

FOREIGN  TRADE  REPERCUSSIONS 

The  effect  of  rearmament  on  British  foreign 
trade  is  particularly  important  because  of  the  ulti¬ 
mate  burden  on  the  balance  of  international  pay- 
ments.'‘®  After  showing  considerable  improvement 
through  1937,  Britain’s  foreign  trade  declined  ap¬ 
proximately  10  per  cent  during  1938  and  did  not 
recover  in  the  first  third  of  1939.  The  ;C43*'.5 
million  import  surplus  of  1937,  highest  in  Bridsh 
history,  declined  in  1938  by  X43-4  niillion,  or  10.3 
per  cent,  and  fell  a  further  16.3  per  cent  in  the  first 
four  months  of  1939.  This  reduction  of  the  import 
surplus  has  resulted  from  decreased  imports — be- 

46.  The  Economist,  May  6,  1.939,  pp.  295-97. 

47'  Salter,  Security:  Can  IVe  Retrieve  It?  cited,  pp.  221-26. 

48.  Cf.  lames  Frederick  Green,  “Britain’s  Foreign  Trade 
Policy,”  Foreign  Policy  Reports,  January  15,  1938. 


cause  of  the  British  recession  in  late  1938  and  the 
fall  in  raw  material  prices — rather  than  increased 
exports,  which  are  hampered  by  rising  costs  in  the 
United  Kingdom,  enlarged  consumption  of  the 
armament  industries,  and  the  development  of  local 
industries,  subsidized  competition,  barter  and  ex¬ 
change  controls,  and  generally  disturbed  conditions 
abroad.  The  rapid  expansion  of  the  rearmament 
program,  which  is  expected  to  restore  the  demand 
for  raw  materials  while  diminishing  the  export  of 
manufactures,  will  probably  reverse  the  present 
trend  toward  declining  import  surpluses  and  create 
new  strains  on  the  balance  of  payments."*^’’®  Great 
Britain  will  have  to  import  additional  raw  materials 
for  armaments,  and  possibly  other  products  to 
meet  the  increased  purchasing  power  of  consumers, 
while  its  production  for  exports  may  be  checked  by 
domestic  needs  for  labor,  plant,  and  raw  materials. 

The  Government  has  made  numerous  efforts  dur¬ 
ing  recent  years  to  expand  British  exports,  includ¬ 
ing  the  imperial  preferences  secured  in  the  Ottawa 
agreements  of  1932,  reciprocal  trade  treaties,  and 
clearing  and  payments  agreements.’^  More  recently, 
this  promotion  of  exports  has  been  utilized  to  rein¬ 
force  Britain’s  diplomadc  and  military  position. 
The  funds  available  to  the  Export  Credits  Guar¬ 
antee  Department  have  been  enlarged  from  ^>^0 
million  to  million,  with  an  additional  ;^io 

million  for  credit  guarantees  “in  the  national  in¬ 
terest.”’^  In  May  1938  the  Government  extended 
;^i4,ooo,ooo  in  credits  to  Turkey,  of  which  ^6,- 
000,000  was  to  be  spent  in  purchases  of  armaments 
from  Britain  and  the  remainder  to  free  previously 
frozen  credits  in  Turkey  and  to  finance  industrial 
development.”  Credits  totaling  450,000  were 
granted  to  China  in  December  1938  for  the  purpose 
of  improving  the  Burma-Yunnan  highway.’^  The 
Government  undertook  further  assistance  to  China 
by  establishing  an  Exchange  Equalization  Fund 
through  a  Treasury  guarantee,  limited  to  5,000,- 
000.”  British  banks  which  underwrite  this  Fund 
will  be  reimbursed,  up  to  the  limit  specified,  for 
any  losses  incurred  in  its  operation. 

After  a  special  mission — headed  by  Sir  Frederick 

49-50.  Cf.  Barclays  Bank,  Monthly  Review,  March  1939,  pp. 
4-6;  Keynes,  “Crisis  Finance,”  cited. 

51.  Cf.  Green,  “Britain’s  Foreign  Trade  Policy,”  cited,  pp. 
252-54. 

52.  “Export  Guarantees  Bill,”  House  of  Commons,  Bill  45, 
1938-1939;  Parliamentary  Debates,  House  of  Commons,  De¬ 
cember  15,  1938,  vol.  342,  cols.  2221-2315.  The  Export  Credits 
Guarantee  Department  undertook  contracts  and  policies  amount¬ 
ing  to  .£49,927,654  during  the  1938-1939  Ascal  year.  The  Times, 
June  I,  1939. 

53.  The  Times,  May  28,  1938. 

54.  Ibid.,  December  18,  1938. 

55.  “Chinese  (Currency  and  Stabilisation)  Bill,”  House  of 
Commons,  Bill  83,  1938-1939. 
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Leith'Ross,  chief  economic  adviser  to  the  Govern¬ 
ment — visited  Rumania  during  April  1939,  Great 
Britain  agreed  to  guarantee  export  credits  up  to 
^5,000,000  and  to  purchase  200,000  tons  of  wheat 
from  the  next  Rumanian  harvest.’^  Under  the 
British-American  trade  agreement — signed  on  No¬ 
vember  17,  1938  and  effective  on  January  i,  1939 — 
British  exports  to  the  United  States,  which  had  de¬ 
clined  from  ;^3i,4i6,ooo  in  1937  to  ^^20, 484, 000  in 

1938,  or  34.8  per  cent,  are  expected  to  improve  con¬ 
siderably.’^  Further  improvement  of  Britain’s  ex¬ 
port  position — extremely  difficult  during  this  period 
of  rearmament — depends  largely  on  more  successful 
use  of  bargaining  power,  coordination  of  sales  or¬ 
ganization,  and  lowering,  if  possible,  of  domestic 
costs,  as  well  as  general  trade  recovery,  especially 
in  the  United  States.’® 

Many  of  the  long-term  difficulties  in  Great  Brit¬ 
ain’s  export  position  are  aggravated  by  the  rearm¬ 
ament  program.  As  an  “old”  industrial  country, 
Britain  has  suffered  severely  since  the  war  from  the 
competition  of  countries  with  newer  machinery 
and  lower  standards  of  living,  and  from  the  intro¬ 
duction  of  substitute  products.  Two  major  British 
products  of  the  nineteenth  century — coal  and  tex¬ 
tiles — have  declined  particularly  in  the  past  two  de¬ 
cades,  while  others — shipbuilding,  iron  and  steel,  and 
machinery — have  met  increasing  obstacles  in  inter¬ 
national  trade.  Any  rise  in  industrial  costs,  probably 
inevitable  because  of  the  strain  of  rearmament,  will 
further  weaken  Britain’s  competitive  position.  The 
present  efforts  to  increase  agricultural  production, 
however  useful  for  defense  purposes,  only  serve  to 
reduce  British  purchases  of  foodstuffs  from  coun¬ 
tries  which  are,  in  turn,  among  Britain’s  best  cus¬ 
tomers.  Since  Britain  has  become  increasingly  de¬ 
pendent  on  the  American  market,  its  economic  wel¬ 
fare  is  affected  by  constantly  fluctuating  conditions 
in  the  United  States.  Perhaps  the  most  serious 
threat  to  Britain’s  general  commercial  position  is 
the  constant  shift  away  from  the  relatively  free, 
automatic  international  economy  of  pre-war  days 
to  the  barter  trade  of  the  present  period — hedged  in 
by  tariffs,  quotas,  and  exchange  controls,  and  util¬ 
ized  as  a  weapon  in  power  politics.  Any  effort  by 
the  British  Government  to  establish  “collective 
security”  and  relieve  the  international  tension  in 
Europe  would,  therefore,  have  to  include  develop¬ 
ment  of  freer  exchange  and  trade  conditions.’^ 

56.  The  Times,  May  12,  1939. 

57.  For  brief  summary  of  the  agreement,  cf.  Raymond  Leslie 
Buell,  “The  Hull  Trade  Program  and  the  American  System,” 
World  Affairs  Pamphlets  (Foreign  Policy  Association,  March 

1939,  rev.),  pp.  38-41. 

58.  “Britain’s  Export  Trade  Problems,”  Westminster  Bank, 
Review,  March  1939,  pp.  3-7. 


CURRENCY  AND  CAPITAL  PROBLEMS 

The  possibility  of  a  larger  import  surplus — aggra¬ 
vating  the  effect  of  the  gold  transfers  which  accom¬ 
pany  international  crises — has  hastened  the  Govern¬ 
ment’s  efforts  to  protect  Britain’s  balance  of  pay¬ 
ments.  Although  the  pound  averaged  around  $5 
throughout  the  first  half  of  1938,  it  declined  to  a 
low  of  $4.60  during  the  September  crisis;  and, 
while  it  rallied  to  $4.76  in  November,  it  was  driven 
down  to  $4.62  in  late  December.^®  Because  of  the 
persistent  drain  of  capital  from  London,  due  to 
continual  war  scares,  the  Bank  of  England  on  Jan¬ 
uary  5  requested  all  banks  to  refrain  from  facil¬ 
itating  speculation  in  foreign  exchange  and  from 
making  advances  on  gold  that  would  encourage 
further  hoarding  of  that  metal.^*  As  the  Exchange 
Equalization  Fund  had  lost  146,000,000  in  gold 
between  April  and  September  1938  and  probably 
additional  large  amounts  in  later  months,  the  Bank 
sold  the  Fund  200,001,571  worth  of  gold  bars.^^ 

In  an  effort  to  make  good  a  part  of  the  Bank’s 
loss  in  its  transfer  of  gold  to  the  Fund,  the  Govern¬ 
ment  introduced  on  February  2,  1939  a  bill  author¬ 
izing  the  Bank  of  England  to  revalue  its  gold  re¬ 
serves  each  week  at  the  current  market  price.^’  Un¬ 
der  the  new  Currency  and  Bank  Notes  Act^— a 
measure  which  affects  the  previous  system  more  in 
theory  than  in  practice — the  nominal  value  of  the 
gold  held  by  the  Issue  Department  of  the  Bank  was 
raised  ^^94.4  million,  from  126.5  220.9  mil¬ 

lion,  by  writing  it  up  from  the  statutory  price  of  85s. 
to  the  market  price  of  148s.  5d.  The  fiduciary  circu¬ 
lation  was  simultaneously  reduced  by  £  100  million, 
from  ^{[400  to  £^00  million.  As  the  Act  provides 
that  bookkeeping  changes  resulting  from  the  week¬ 
ly  revaluation  of  the  Issue  Department’s  gold  and 
securities  will  be  covered  by  transfers  to  or  from 
the  Exchange  Equalization  Fund,  the  Bank  pur¬ 
chased  ^^5.5  million  of  gold  from  the  Fund.^’ 

59.  For  analysis  of  this  problem,  cf.  P  E  P  (Political  and  Eco¬ 
nomic  Planning),  Planning,  Nos.  144  and  145,  April  4  and  18, 
1939- 

60.  “Commercial  History  of  1938,”  The  Economist,  Febru¬ 
ary  18,  1939,  pp.  8-9.  For  developments  since  1932,  cf.  Institute 
of  International  Finance  of  New  York  University,  “Managed 
Currency  in  Great  Britain  and  Sweden,”  Bulletin,  March  6, 
1939,  pp.  1-16. 

61.  The  Times,  January  6,  1939. 

62.  Ibid.,  January  7,  1939.  It  is  believed  that  the  Fund’s  gold 
reserves  were  reduced  to  £.100  million  by  the  end  of  1938. 
Lloyds  Bank,  “British  Monetary  Policy,”  by  D.  H.  Robertson, 
Monthly  Review,  May  1939,  p.  147. 

63.  For  discussion  of  this  measure,  cf.  Midland  Bank,  “The 
New  Currency  Act,”  Monthly  Review,  May  1939,  pp.  146-47- 

64.  Currency  and  Bank  Notes  Act,  1939,  Parliamentary  De¬ 
bates,  House  of  Commons,  February  6  and  9,  1939,  vol.  343> 
cols.  665-712,  1 161-1190. 

65.  Cf.  The  Economist,  March  4,  1939. 
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Additional  steps  have  been  taken  recently  to 
-  prevent  further  depreciation  of  the  pound,  alleviate 
the  strain  on  the  Exchange  Equalization  Fund,  and 
r  assist  the  flotation  of  new  defense  loans.  The  Gov- 
^  eminent  on  December  20,  1938  re-imposed  its  em¬ 
bargo — first  instituted  in  1931,  modified  in  1934, 

I  and  raised  in  February  1938 — on  issues  of  capital 
for  transfer  abroad.^^  Through  a  series  of  appeals 
made  during  April  and  May  1939,  the  Chancellor 
of  the  Exchequer  has  secured  an  unofficial  but  ef¬ 
fective  curb  on  the  purchase  of  American  securities 
by  British  citizens.^^  By  ceasing  to  circulate  quota¬ 
tion  lists  of  dollar  stocks  and  bonds,  British  banks 
and  brokers  have  deterred  purchases  and  reduced 
'  a  form  of  capital  leakage  which,  though  normally 
f  small,  becomes  acute  during  an  international  crisis. 

iNo  effort  is  being  made  to  compel  British  citizens 
to  sell  their  American  securities,  since  these  re¬ 
sources  would  prove  useful  for  purchasing  supplies 
1  in  event  of  war.^® 

SHIPPING  AND  SHIPBUILDING 

i  Since  Britain  is  normally  dependent  on  imports 
i  for  two-thirds  to  three-quarters  of  its  food  supply, 
an  increase  in  the  national  merchant  marine  is  an 
integral  part  of  the  rearmament  program.  Al- 
[  though  the  British  population  has  increased  by  ap¬ 
proximately  4,700,000  between  1913  and  1938,  the 
merchant  marine  has  declined  from  4,304  vessels 
to  2,608,  or  39.4  per  cent;  and  from  16,419,000  tons 
to  13,443,000,  or  18  per  cent.^^  This  deterioration — 
the  result  of  a  decline  in  world  trade,  low  freight 
rates,  and  foreign  subsidized  competition,  especially 
in  the  Orient — was  partly  remedied  by  legislation 
in  1935  and  1936.  Under  this  legislation  tramp  ship¬ 
ping  was  awarded  an  annual  subsidy  of  £2  million 
and  offered  additional  advances  for  scrapping  and 
building  vessels,  and  the  Cunard  White  Star  Line 
was  given  financial  assistance  for  completion  of  the 
Queen  Mary  and  Queen  Elizabeth?^  Although  a 
total  of  1,030,375  tons  was  launched  in  British  and 
Irish  yards  during  1938,  production  remained  far 

66.  The  Times,  December  21,  1938. 

167.  iVe«/  Yor^  Times,  May  18,  1939. 

68.  Cf.  Winthrop  W.  Case,  “Economic  Problems  of  U.S.  Neu¬ 
trality  During  Wartime,”  Foreign  Policy  Reports,  April  15, 
1  '939- 

•  69.  Sir  Archibald  Hurd,  “The  Navies  of  Defense  and  Supply; 

,  An  Unbalanced  Programme,”  Nineteenth  Century,  April  I939> 
pp.  424-34.  Figures  exclude  oil  tankers  and  vessels  under  1,000 
5  tons. 

■  70.  British  Shipping  (Assistance)  Act,  1935.  For  surveys  of 

the  shipping  problem,  cf.  Chamber  of  Shipping  in  the  United 
I,  Kingdom,  Annual  Report,  1937-38  (London,  Witherby,  1938); 
and  Imperial  Shipping  Committee,  British  Shipping  in  the 
Orient  (London,  H.  M.  Stationery  Office,  1939.) 


below  that  of  the  1920-1930  average  and  declined 
seriously  in  the  winter  of  1938-1939.’ ‘ 

The  Government  undertook  improvement  of  the 
shipping  industry  through  legislation  introduced 
in  the  House  of  Commons  on  March  28,  granting 
;(^2,750,ooo  annually  for  five  years  as  a  subsidy  to 
tramp  shipping,  and  allocating  ^  10,000,000  in  loans 
for  the  next  two  years  to  finance  construction  of 
tramp  and  cargo  liners.”  An  additional  provision 
is  made  for  annual  grants  of  500,000  during  the 
next  five  years  for  new  tramp  and  cargo  liners. 
In  return  for  this  financial  assistance,  the  Govern¬ 
ment  requires  reorganization  of  the  shipping  in¬ 
dustry,  and  secures  the  privilege  of  purchasing — 
with  a  ;^2,ooo,ooo  fund  established  to  create  a 
mercantile  reserve — vessels  which,  although  service¬ 
able,  would  otherwise  be  scrapped  or  sold  to  for¬ 
eign  owners.  During  the  six  weeks  following  the 
announcement  of  this  new  program,  orders  for  140 
cargo  vessels,  totaling  about  700,000  tons,  were 
placed  in  the  United  Kingdom,  an  increase  of 
400,000  tons  over  the  similar  period  of  1938.’^  Even 
further  expansion  of  mercantile  shipbuilding,  in  ad¬ 
dition  to  the  present  naval  construction,  will  prob¬ 
ably  not  cause  the  industry  to  approach  capacity, 
in  view  of  the  excess  plant  and  unemployment  that 
have  existed  in  recent  years.’"* 

FOOD  SUPPLIES  IN  WAR 

The  Government’s  large-scale  assistance  to  agri¬ 
culture  during  recent  years— in  the  form  of  tariff 
duties,  quotas,  subsidies,  price-fixing  arrangements 
and  market  controls — is  being  augmented  for 
emergency  purposes.’^  Britain’s  agricultural  pro¬ 
duction,  amounting  to  approximately  ^2’yi  million 
in  gross  annual  volume,  already  shows  marked  im¬ 
provement  in  contrast  to  the  pre-war  period.  Be¬ 
tween  1913  and  1936,  meat  production  has  increased 
by  8,000,000  cwts;  milk  by  329,000,000  gallons;  eggs 
by  3,000,000,  or  200  per  cent;  apples  from  4,000,000 

71.  Gross  tonnage  of  merchant  vessels  over  too  tons  launched: 
19131  1.932,153;  1927-1930,  average,  1,418,200;  1933,  133,115; 

1937,  920,822;  1938,  1,030,375.  Lloyd's  Register  of  Shipping, 

1938,  vol.  II,  p.  22. 

72.  Parliamentary  Debates,  House  of  Commons,  March  28, 

1939,  vol.  345,  cols.  1859-1866;  Midland  Bank,  “Shipping  and 
Shipbuilding,”  Monthly  Review,  May-June  1939,  pp.  6-1 1. 

73.  The  Times,  May  10,  1939. 

74.  Cf.  H.  M.  Hallsworth,  “The  Shipbuilding  Industry,”  in 
Britain  in  Recovery,  cited,  pp.  341-60. 

75.  For  a  comprehensive  survey,  with  bibliography,  of  recent 
developments  in  British  agriculture,  cf.  Britain  in  Recovery, 
cited,  pp.  165-230.  For  opposition  to  this  trend  toward  self- 
sufficiency,  on  the  ground  that  increased  domestic  production 
and  food  storage  will  eventually  jeopardize  British  commerce 
and  shipping,  cf.  Sir  Percy  Alden,  Aspects  of  a  Changing  Social 
Structure  (London,  Allen  and  Unwin,  1937),  pp.  165-83;  and 
The  Statist  (London),  May  13,  1939,  pp.  606-607. 
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to  10,000,000  cwts;  and  sugar  from  none  to  one- 
fourth  of  total  domestic  consumption.^*^  Wheat  pro¬ 
duction  has  remained  approximately  the  same;  bar¬ 
ley  has  declined;  and  oats  has  declined  slightly, 
although  still  providing  for  97  per  cent  of  domestic 
consumption.  The  Minister  of  Agriculture,  Sir  Reg¬ 
inald  Dorman-Smith,  announced  on  May  3  a 
scheme  for  expanding  wartime  food  production 
through  the  preparation  of  approximately  250,000 
acres  of  new  land.^’  The  Government,  under  legis¬ 
lation  to  be  introduced  in  Parliament,  will  grant 
^2  for  every  acre  of  permanent  grassland,  i.e.,  land 
in  grass  for  seven  or  more  years — ploughed  up  and 
prepared  for  use  before  September  1939.  Reserves 
of  fertilizers  have  already  been  stored,  under  the 
Essential  Commodities  Act,  and  plans  have  been 
prepared  for  distribution  of  machinery  and  other 
necessities. 

Since  no  possible  expansion  of  British  agriculture 
can  meet  the  needs  of  domestic  consumption,  the 
Government  established  a  Food  (Defense  Plans) 
Department  in  December  1936,  to  arrange  for  dis¬ 
tribution  and  rationing  of  food,  and  undertook — 
at  an  expense  of  8,546,000  in  1938  and  ^^5,065,000 
in  1939 — the  storage  of  wheat,  other  foods,  and  raw 
materials.^*  Many  experienced  critics  of  the  Gov¬ 
ernment,  particularly  Sir  Arthur  Salter,  have  ad¬ 
vocated  a  much  larger  storage  program,  sufficient 
to  provide  stocks  of  essential  foods  equivalent  to  a 
year’s  supply  of  wheat.'^  The  Government  recently 
arranged  with  the  United  States  to  exchange  85,000 
tons  of  rubber  from  British  Malaya  in  return  for 
600,000  bales  of  cotton.*®  These  two  commodities, 
each  valued  at  about  $30,000,000,  are  to  be  carried 
equally  by  British  and  American  ships  during  the 
exchange  and  held  for  seven  years  as  war  reserves. 

CONCLUSION 

It  becomes  increasingly  apparent  that  Great  Brit¬ 
ain  is  already  half-way  through  the  transition  be- 
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tween  peace-time  and  wartime  economy.  Modern 
warfare,  involving  a  new  weapon — the  bombing 
plane — to  which  Britain  is  peculiarly  vulnerable, 
makes  it  necessary  for  each  belligerent  to  enter 
another  world  war  with  even  greater  military  and 
economic  organization  than  it  possessed  in  1918. 
This  means  that  Great  Britain — like  Germany, 
which  adopted  a  wartime  economy  in  1933 — ^must 
prepare  its  mobilization  of  man  power  and  wealth 
in  advance  of  the  anticipated  conflict.  The  National 
Government,  headed  by  men  from  the  business 
world,  hesitated  until  early  in  1939  before  intro¬ 
ducing  the  political  controls  over  labor  and  capital 
necessary  to  safeguard  its  diplomatic  position.  Its 
rearmament  program,  already  far  in  excess  of  the 
original  1937  estimates,  will  probably  show  an  in¬ 
creasing  rate  of  expenditure  throughout  the  present 
fiscal  year,  even  though  war  does  not  occur. 

While  men,  plant  and  capital  will  probably  be 
available  in  1939  for  most  of  the  requirements  (rf 
rearmament,  many  serious  problems  may  be  ex¬ 
pected  to  arise  in  the  future.  The  danger  of  infla¬ 
tion  will  grow  as  defense  expenditures  continue, 
involving  competition  for  raw  materials  and  labor 
and  straining  the  balance  of  international  payments. 
The  difficulty  of  returning  to  a  balanced  budget  will 
grow  as  the  national  economy  becomes  dependent 
on  borrowing  for  current  outlays.  The  need  for  in¬ 
dustrial  regimentation  will  increase  with  the  ap¬ 
pearance  of  bottle-necks  in  production  and  short¬ 
ages  of  skilled  labor  in  specific  trades. 

Thus  far,  Great  Britain  has  enjoyed  all  the  ad¬ 
vantages  of  business  recovery  and  rising  employ¬ 
ment  that  the  stimulus  of  government  credits— 
even  for  unproductive  purposes — can  provide.  In 
the  future,  it  will  be  faced  with  the  many  difficul¬ 
ties  of  reversing  this  present  trend  toward  full  eco¬ 
nomic  mobilization.  Although  it  is  impossible  to 
predict  the  long-term  consequences  of  the  rearm¬ 
ament  program.  Great  Britain  appears  to  be  gradu¬ 
ally  forced  into  the  type  of  regimented  economy 
which  it  is  preparing  to  combat  in  Europe — ^but  as 
yet  without  the  accompanying  political  and  social 
controls.  The  Government  is  thus  confronted  with 
the  dilemma  of  effecting  an  economic  mobilization 
sufficient  to  enforce  its  diplomatic  objectives,  but 
without  resort  to  the  methods  of  fascist  states. 
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